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SUBJECT: Qualified Small Business Stock

SUMVARY

Under the Personal Incone Tax Law, this bill would (1) renove the sunset date on
the issuance of qualified small business stock, and (2) nake |egislative findings
and declarations relating to the double taxation of corporate dividends and
require the Franchi se Tax Board (FTB) and the Departnent of Finance (DOF) to
jointly prepare and rmake reconmmendations to the Legislature no |ater than July 1,
2000, with respect to statutory changes ainmed at ending or aneliorating the
effects of the double taxation of corporate dividends.

In addition, this bill would nodify the General Fund revenue forecast cal cul ated
by the Departnment of Finance (DOF) by providing that the revenue reduction from
extendi ng the sunset date for the issuance of qualified small business stock
woul d not inpact the trigger that would initiate additional reductions in the
motor vehicle license fee. This analysis will not address the bill’s changes to
CGeneral Fund revenue forecasts, as this provision does not inpact the Franchise
Tax Board.

EFFECTI VE DATE

As a tax levy, this bill would be effective upon enactnent and operative for
taxabl e years begi nning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 671 (Ch. 881, Stats. 1993), SB 1805 (Ch. 1243, Stats. 1994), SB 715 (Ch. 952,
Stats. 1996)

SPECI FI C FI NDI NGS

1. Smal |l Busi ness Stock

Under both federal and California | aw, noncorporate investors may exclude 50% of
the gain realized and recogni zed on the sale or exchange of qualified snal

busi ness stock which has been held for nore than five years. The anount that a

t axpayer may exclude as gain with respect to qualified small business stock

i ssued by the same issuer is limted to $10 mllion ($5 million for married
individuals filing separate returns) or 10 tinmes the taxpayer’'s original basis in
the stock of the issuing corporation
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To qualify as small business stock for federal purposes, the stock must be that
of a “C’ corporation whose total gross assets (treating all nenbers of the sane
parent -subsidiary controlled group as one corporation) at all tinmes after August
10, 1993, and before the date of issuance, as well as imediately after the date
of issuance, do not exceed $50 million. The corporation also nust nmeet certain
reporting requirenments. In addition, during substantially all of the taxpayer’s
hol di ng period for the stock, the corporation issuing the stock (other than
certain excluded corporations) nust nmeet an active business test. Al so, the

t axpayer claimng the exclusion nust have acquired the stock at its origina

i ssuance for noney or other property (not including stock) or as conpensation for
services provided to the corporation

In order to qualify as California qualified small business stock, however, the
i ssuer nmust neet the follow ng additional rules:

1. Have issued the stock before January 1, 1999;
2. Be doing business in California at all times on or after July 1, 1993;

3. Before the issuance of the stock nust have assets of $50 million or |ess
when nmeasured as a controlled group using nodified federal rules; and

4. Must have at | east 80% of the total dollar value of its payrol
attributable to enploynent | ocated in California.

For both federal and California purposes, one half of the anpunt of gain excluded
is treated as a preference itemunder the alternative mninmmtax (AM).

This bill would renmove the California | aw sunset date of January 1, 1999, on the
i ssuance of qualified small business stock.

One half of the amount of gain excluded under this provision would continue to be
treated as a preference itemunder the alternative mninmmtax (AM).

2. Doubl e Taxation of Corporate Dividends

Doubl e taxation of corporate dividends nmeans the taxation of corporate earnings
in the year earned by the corporation and the taxation of the dividend to the
recipient in the year that the dividend is received, as follows:

First Level — Corporate Earnings

Under federal law, the net inconme of domestic corporations, other than “S
corporations, is taxed to the corporation while foreign corporations are
taxed on the net income of the corporation effectively connected with

busi ness conducted within the United States. Special rules are provided
under Subpart F of the Internal Revenue Code to currently tax the earnings
of certain foreign corporations that are controll ed by donmestic persons
rather than to tax those earnings only when distributed as dividends by the
controll ed foreign corporation (CFC)
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Under California |aw, for corporations (including banks) doing business in
California and thus subject to the corporate franchise tax, the net incone
for the current year (called the “incone year”) is used to determ ne the tax
i nposed for the privilege of doing business in the follow ng year (called
the “tax year”). For corporations that conduct business both within and
outside of California, the forrmulary apportionment nmethod is used to
determ ne the portion of the corporation’s total worldw de business incone
attributable to California sources and thus, subject to California franchise
tax. Formul ary apportionnent is a nethod whereby the weighted ratio that
California property, payroll and sales bears to worldw de property, payrol
and sales is multiplied by worldw de business inconme (California currently
uses a four-factor forrmula with sal es bei ng doubl e-wei ght ed, al t hough
certain taxpayers are entitled to use an equal |l y-weighted three-factor
formula). The business income apportioned to California is then added to any
nonbusi ness incone of the corporation derived froma California source to
arrive at the net incone of the corporation subject to the California
franchi se tax.

Special rules allow certain corporations to elect by contract to be taxed on
the “water’ s-edge” basis. Under these rules the income earned by the
corporation in foreign countries is excluded fromthe business inconme base
subject to formulary apportionnent, while any Subpart F incone and CFC
incone reported for federal purposes is added to the apportionabl e business
i ncone base. In addition, the denom nator of the weighted ratio used in the
formul ary apportionment nethod is nodified to include only property, payroll
and sales within the “water’ s-edge.”

Second Level - D vidends

Under both federal and California |aw, distributions from corporations that
have sufficient earnings and profits to classify the distribution as a

di vidend are taxed to the recipient whether that recipient is a corporation
or an individual .

Under both federal and California law, if the recipient is a corporation,
that recipient is allowed a deduction for a portion of the dividends
received. Under federal law, specific rules apply to dividends paid between
menbers of a controlled group of corporations filing a consolidated return
to allow a 100% deduction to the recipient corporation for federal purposes.
Simlarly, under California | aw special rules are provided to elimnate

di vi dends anong nenbers of a unitary group of corporations doing business in
California fromthe cal cul ati on of apportionable world-w de or “water’s-
edge” business inconme. These special rules are designed to prevent the
doubl e taxation of corporate earnings at the corporate |evel of taxation
Federal law also allows a credit to the recipient of a dividend received
froma corporation subject to tax in a foreign country for taxes paid to
that foreign country on the corporate earnings.

This bill would state that the Legislature finds and declares that (1) the
current system of corporate and individual income taxation results in the double

taxati

on of corporate dividends, an inequity that should be addressed, and (2)

any changes to address the double taxation of corporate dividends wll
necessarily be complicated and require study.
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This bill would require the FTB and the DOF to jointly prepare and make
reconmendations to the Legislature no later than July 1, 2000, with respect to
statutory changes ained at ending or aneliorating the effects of the double
taxation of corporate dividends.

These recommendations for changes in the | aw would be required to conformto all
of the follow ng principles:

(1) Any change shoul d be revenue neutral

(2) Any change should be consistent with California s history of naintaining
a progressive personal income tax structure.

(3) Any change shoul d be consistent with healthy econonmic growth

(4) No change should discrimnate between those taxpayers who reside within
or are located in California and those taxpayers who do not reside in or are
| ocated outside of California.

(5) Any change should ensure that those who actually pay dividends wll be
benefited thereby and should include any necessary conform ng changes to

met hods of dividend taxation

(6) Any change should be nade only after considering the effect of that
change on unitary entities, S corporations, and other specific classes of

t axpayers.

| npl enent ati on Consi der ati ons

I mpl emrenting this proposal would not significantly affect the departnment’s
prograns and operations.

LEG SLATI VELY MANDATED REPCRTS

This bill would require a report to the Legislature no later than July 1, 2000,
with respect to statutory changes ained at ending or aneliorating the effects of
t he doubl e taxation of corporate dividends.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill is estinmated to be as shown in the follow ng
t abl e:

Revenue | npact of SB 30
Amended January 27, 1999
$ MIlions
2003-4 2004-5 2005-6
$ (3) $ (37) $ (44)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.
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Tax Revenue Di scussi on

The revenue inpact of this nmeasure depends on the anpbunt invested in
qualified stock, the rate of growmh of market value of qualified stock, and
the anount of gain realized during the relevant tinme periods.

The anount invested in qualified stock was estimated from data provi ded by
the Western Association of Venture Capitalists (WAVC) and from academ ¢
research (Poterba, National Tax Journal, Vol XLII). The original analysis
of the small business stock exclusion (1993) was based on investnent data
for the period 1991, a recession year. It was assuned that the long-term
trend that was exhibited prior to 1988 would resune by 1996. Recent

i nvest nent data provided by WAVC show that is the case.

It was assunmed that half of the qualified firnms would survive the first five
years. Surviving conpanies’ stock values were approximated using an annual
growth rate of 40% The historical pattern of professional venture capital
hol di ng peri ods was adjusted to take into account behavioral inplications of
t he proposed extension of the exclusion.

The pattern of revenue |osses shown in the table reflects the incrementa

i npact of extending the current | aw sunset date. The current |aw excl usion
is expected to result in increasingly larger revenue | osses approachi ng

al nost $50 million by fiscal year 2002-3 and then, due to the sunset date,
current law | osses are expected to drop to $17 million in 2004-5 and
continue declining thereafter. This bill would result in a resunption of
the increasingly larger loss pattern exhibited prior to the sunset date.

For exanmple, the current |aw exclusion is expected to result in revenue

| osses of $17 mllion for fiscal year 2004-5. |If this bill becomes |aw, the
total |osses would approach $54 million for the first full year inpact
(fiscal year 2004-5) for an increnmental revenue |oss of $37 mllion as shown
inthe table. Only a partial year inmpact of a net additional |oss of $3
mllion is shown for fiscal year 2003-4.

POSI T1 ON

Pendi ng.



